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The Wall Street Journal has recently published an article by Barry Eichengreen titled 

Why the Dollar's Reign Is Near an End. Barry Eichengreen is a very serious scholar, 
affiliated with as prestigious a school as the University of California at Berkeley, and a 
long-time student of matters related to international reserve currencies. That he took 

such a strong stand on the future of the Us dollar as an international reserve currency 
is a very remarkable thing and, for those who follow the evolution of his thought on 
the subject, a rather unexpected turn away from the traditional academician‘s caution. 

Of course, an article on the WSJ cannot possibly have the breadth, the depth, and the 
balance that a scholarly paper has. Still, the title is neither ambiguous, nor cautious. 
 

Here I want first to review the main points of the article, though I recommend reading 
the original, unabridged version (www.wsj.com). Secondly, I shall submit a different 
way to think about international reserve currencies, a way that is actually not widely 
held in the profession and that I may even refer to as ‗my view.‘ Some concluding 

remarks will bring the discussion to a close. Since as a reader I always find it useful to 
know the author‘s thesis from the very beginning of the paper, let me state here what 
my perspective on the issue is: 

 
I maintain that world demand, public and private, for an international reserve currency 
strictly derives from the position that the issuing country holds in the international 
division of labor. If today the dollar holds the position of pre-eminent reserve currency 
–and that position at the moment is not a matter for debate, even though Eichengreen 
maintains that it will not last— it is because the dollar is the currency issued by the 
country which launched first, and governs since, what we call ‗international production 
networks‘. By such expression I mean that production processes spreading across the 
world are organized in ‗production networks‘ the functioning of which relies on the 
cooperation of the Us and China, one form taken by such cooperation being the 
system of virtually fixed exchange rate between their currencies for nearly 20 years 
now. 
 

 
 

1. Eichengreen‘s thesis: The Dollar's Reign Is Near an End. To make his point, the 
author starts out by emphasizing first the strengths of the Us dollar, and defines 
―astonishing‖ the fact that the world market ―remains dollar-centric.‖ This is a serious 

question. Since the end of World War 2 wars have come and gone, many seeing the 
Us heavily involved and sometimes losing them; walls have been collapsing; the 
European communities have evolved into something far more powerful, the European 

union; the euro has been introduced, and it is now adopted by seventeen countries; 
and so on. Why then is the world so dollar-centric? (A better question would be: why 
is the world increasingly dollar-centric? After all, sixty years ago the ‗world‘ was a 

much smaller affair). 

                                                
1 I wish to thank Andrea Forti and Vincenzo Varsalona for reading the paper and extensively 
commenting on it. Errors, omissions and interpretations remain my sole responsibility. 
2 A side note. The idea according to which the world turns to the dollar as the sole safe haven 
does not really find empirical verification all the time. The recent-and-ongoing North African 
crisis has led to an appreciation of the euro relative to the dollar, that is, to an excess demand 
for euro, notwithstanding the many reasons why investors should have been against such a 

http://www.wsj.com/
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Eichengreen points out three reasons why the dollar has become the international 

reserve currency. None of these reasons is novel in the literature, but that is to be 
expected: explanations are born out of years of studying and modeling, they are not 
dreamt of overnight for the satisfaction of a daily paper. The first of the three reasons 

is the unsurpassed extent and the depth of financial markets where dollar-
denominated assets are traded. I take issue with this ‗explanation‘. To be sure, the 
statement is true; but is it an ‗explanation‘? I submit that this is a truism, the meaning 

of which boils downs to the following: the dollar is the international reserve currency 
because if one does not hold dollars, one does not have access to a market in dollars. 
The statement is true, no doubt, but it is not an explanation. 

 
The second reason is a special property of the dollar, the fact that is a safe haven. 
Says the author: ―In crises, investors instinctively flock to it, as they did following the 

2008 failure of Lehman Brothers.‖ True. So what? Why the dollar and not, say, the 
Norwegian krone? Norway was not involved in the financial crisis to the extent that the 
Us was; it is one of the few, possibly the only high per capita income country running 
a budget surplus year after year; its sovereign fund is rich and, according to the 

reports one reads, one of the best managed; it controls oil wells; it is politically 
stable….. Perhaps investors did not turn to Norway because the Norwegian financial 
markets are not deep enough?2 But is it not true that one can buy Norwegian Treasury 

bills with the utmost ease? 
 
The third and final ‗reason‘ for the dollar‘s dominance is that ―[o]ther countries that 

have long enjoyed a reputation for stability, such as Switzerland, or that have recently 
acquired one, like Australia, are too small for their currencies to account for more than 
a tiny fraction of international financial transactions.‖ Again, I cannot accept the above 

statement as an explanation, for it all says is: you can be stable, and virtuous, and 
whatever other beautiful things you want, but if you are not big…… 
 
Now, one would expect that, having found the reasons for the dollar‘s standing, it 
would be the demise of such reasons to lead to the dollar‘s fall. And indeed so it is 
(more or less). One reason for the impending fall is the fact that technological change 

is making currency trades simple even for those who might have ―difficulty [..] 
comparing prices in different currencies,‖ and for whom it was meaningful ‖to quote 
their prices and invoice their transactions in dollars, if only to avoid confusing their 

customers.‖ This cannot be serious: any trader knows that such ‗technological change‘ 
is old hat. 
 

Second, ―the dollar is about to have real rivals in the international sphere for the first 
time in 50 years. There will soon be two viable alternatives, in the form of the euro 
and China's yuan.‖ (I will use ‗renminbi‘ rather than ‗yuan.‘ No practical difference.) 

Now, this proposition is intriguing: why the euro, especially at a time when the euro is 
under terroristic attack from many quarters, the attacks masquerading as demands for 
‗debt reduction‘ and ‗budgetary restraint‘? (Needless  to say, such request are being 

made to European governments only. ‗The market‘ being the vehicle for such 

                                                
2 A side note. The idea according to which the world turns to the dollar as the sole safe haven 
does not really find empirical verification all the time. The recent-and-ongoing North African 
crisis has led to an appreciation of the euro relative to the dollar, that is, to an excess demand 
for euro, notwithstanding the many reasons why investors should have been against such a 
choice. And the same appears to be happening with the ‗Japanese crisis,‘ unfolding while this 
article is being drafted. 
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requests.) And why the renminbi, at a time when the Us-China consortium is 
presumably preparing celebrations for the fortieth anniversary of President Nixon‘s trip 

to China, and the press talks about how the G20 is a masquerade for a G2? (More on 
this later.) The point is simple: European political elites are strongly determined to 
hold on to the euro; and China is beginning to build up renminbi- denominated 

markets for securities. Even though, ―admittedly, China has a long way to go in 
building liquid markets and making its financial instruments attractive to international 
investors. But doing so is central to Beijing's economic strategy. Chinese officials have 

set 2020 as the deadline for transforming Shanghai into a first-class international 
financial center. We Westerners have underestimated China before. We should not 
make the same mistake again.‖ 

 
Third and last, the dollar's safe-haven status may soon be lost, an event mostly 
related to the presumed coming incapacity of the Us government to honor its 

liabilities. In clear: the Us federal deficit and debt are forecast to be so big that 
investors may want to start thinking twice before buying dollar-denominated 
securities. To me, this is an incomprehensible statement: ever since October 2009 it is 
European debt that is under attack, is it not? 

 
On the final part of the article, that which has to do with the scenario implied by 
Eichengreen‘s analysis, I shall not dwell, for my purpose here has been to show how 

unsatisfactory the analysis was, and to put forth an alternative explanation for the 
strength of the dollar as an international reserve currency. From which a rather 
different scenario can be drawn. 

 
2. An alternative explanation: Currencies, their price and their status, have not an 
independent life from production and distribution of income  

To be sure, that the ‗three pillars‘ discussed by Eichengreen constitute a sound 
explanation for the status of a currency as an international reserve is a belief widely 
held in the academic literature. It has its merits. It ‗explains‘, in a sense. But, 

unfortunately, it does not explain. In what follows I sketch an alternative explanation. 
I argue that, in any given period,  the choice of the appropriate kind of international 
reserve instrument both by private agents and institutions is dictated by the kind of 

international division of labor prevailing in that period. According to this model, that 
the Us dollar ought to have been the international reserve currency after WW2 is 
obvious; and that the dominance of the dollar ought to have weakened in the early 

seventies as the Bretton Woods agreements were dismissed is explained with the new 
role of the ‗Asian tigers‘, a role associated with  an emerging new form of international 
division of labor later called ‗international fragmentation of production.‘ But I do not 

want to bore the reader to death by discussing these claims here. That would not be 
crucial. What is crucial is to discuss what is going on now and how my scenario differs 
from Eichengreen‘s. Let us articulate such line of reasoning addressing issues in a 

logical manner. 
 
Let us start out by asking why international reserves are held. Leaving unnecessary 
complications aside, foreign-currency denominated assets need to be held: 
i. To finance imports, to the extent that importers find it necessary/profitable to be 

invoiced in said foreign currency; 
ii. To finance private portfolio holders’ acquisition of foreign-denominated financial 

assets, including equities traded on the foreign market only and foreign sovereign 
debt; 
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iii. To finance the national currency defences against speculative attacks and balance 
of payments difficulties. 

 

It ought to be apparent that the only reason to hold reserves, whether by private or 
public agents, is the international division of labor, nothing more and nothing less. 
One needs to hold foreign reserves if one wants to buy goods and services from 

abroad, on the assumption that those goods and services are in some sense 
‗competitive‘ relative to domestic products and services. The same is true for financial 
instruments, of course. 

 
Now, ‗international division of labor‘ has been explained to us by a number of models. 
We have the classical models we refer to as ‗absolute advantage‘ (Adam Smith, The 
Wealth of Nations, 1776) and ‗comparative advantage‘ (David Ricardo, Principles of 
Political Economy, 1817). Actually, we also call ‗comparative advantage‘ what is a 
neoclassical model by Hekscher and Ohlin (best exposition: Bertil Ohlin, Interregional 
and International and Trade, 1933). One of the features that these models have in 
common is that they are static. There is no growth: income does not grow due to 
either productivity gains nor to population growth. Only free trade allows for growing 

income over and above the closed-economy level: but that is a one-shot deal, for once 
autarchic economies have opened up, the gains from trade are reaped and there are 
no more. 

 
But the static features of traditional trade models is not such a big limitation, at least 
from the point of view I want to submit here. The relevant common feature among 
these models, and that even includes the extraordinary work done by Paul Krugman 

beginning in the late seventies, is this: trade is trade in goods and services entirely 
produced at home. No use of imported inputs is considered; by assumption, factors of 
production are not allowed to flow internationally, for they can move from one 

industry to another, but only within national boundaries. And now let us ask ourselves: 
is this what we are seeing going on in the world? The answer is a resounding ‗no.‘ 
 

Indeed, over the last quarter of a century we have observed that an increasingly large 
share of world trade is made up of intermediate products, as opposed to final 
products. Intermediates are flown and shipped and transported from country, to 

country, to country again. Even the WTO has noticed the phenomenon, and has 
devoted to it a very important public initiative lately. Mr. Pascal Lamy has recently 
published an article on the Financial Times to point out that China contributes only a 

small share of the value added into an Ipad. [As this article was about to be posted, a 
short comment by Gillian Tett on international production networks appeared on the 
Financial Times, 2011 03 19-20, www.ft.com). The interested reader may want to look 

at it.] 
 
Why is this relevant? Because with the collapse of the Bretton Woods system in the 

early seventies and the emergence of monetary freedom by a large number of 
countries, the Us were faced with the fact that many countries would artificially inflate 
their competitiveness through competitive devaluations, the implication being a 

tremendous competitive pressure on the Us manufacturing sector. So it came to pass 
that through a combination of contractionary monetary policy (Fed President Dr. 
Volcker) and expansionary fiscal policy (President Reagan) a strong appreciation of the 

dollar was induced and, through it, the deindustrialization of the Us economy. The four 
Asian Tigers only represented the prototype of a model of world redistribution of 
productive activities that would have come to be known as ‗international 

http://www.ft.com/


5 
 

fragmentation of production‘, a way of producing based on ‗international production 
networks.‘ China would constitute the really important partner in this venture. 

 
It is not controversial that this model was later followed by Japan, Germany, and even 
Italy. Nor it is controversial that it was originated in the Us as a matter of policy 

choice; nor, and here we come to point, that the Us have been able to govern the 
process not only through undiscussed technological superiority but, also, through a 
system of fixed exchange rates with its Chinese counterpart. Surprise: the renminbi 

was not, is not, and will not be soon, a ‗convertible‘ currency! The implication is that 
an enormous and growing market for goods and services, intermediate as well as final, 
going around the world but seldom skipping going through China and the Us, needed 

a currency with the characteristics identified and discussed by Eichengreen: deep 
financial markets, safe haven, size. 
 

3. Something in the way of a conclusion 
i. In a sense, the dollar is already no longer ‗the‘ dominant reserve currency, in that 
the renminbi is the invisible but vital partner allowing for its strength and status; 
 

ii. The euro has no chance of becoming an international reserve currency in the 
foreseeable future, and that for two reasons: first, because European Central 
Presidents and Officials miss no chance to declare that they wish it not to; second, and 

most relevant, because Europe has shown no ability to direct modes and flows of the 
international division of labor. When central bank officials state that they do not wish 
to see their own currency having reserve currency status, public and private agents 

around the world cannot be expected to flock to it! And when the process of 
international division of labor is structured in a way that has no role for the euro area, 
then there is no demand for the euro; 

 
iii. Of course, there are plenty of signs that the renminbi (=the Chinese government 
and central bank) is looking for independence from the dollar. But how long it will take 

to move to a flexible exchange rate between them is anybody‘s guess. That day will 
come when China will be able to start controlling the international division of labor 
without a need to share the burden and the reward with the Us. 


